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Response to the Consultation Draft of an IDW Standard: Assessment of the
Appropriateness of Stock Market-based Compensation (IDW ES 17)

The author welcomes the opportunity to respond to FBAU’s consultation, which seeks
to elaborate criteria and conditions under which the listed share price can be used as
evidence of the company’s intrinsic value in order to determine the appropriate
compensation in case of extraordinary corporate transactions pursuant to the German
Stock Corporation Act and the German Transformation Act. The observations included
in this response are based on the author’s research and policy work which sit squarely
at the intersection of corporate governance, shareholder activism and minority
shareholder protection. The response focuses on so-called “freeze-out” transactions
where a shareholder which has acquired control of a corporation is able to “freeze-out”
minority shareholders. In a typical freeze-out transaction, a controlling shareholder
having de jure or de facto! but not full control over a corporation will launch a takeover
bid seeking to acquire sufficient shares in order to be able to obtain full control over
the target by effecting a squeeze-out or entering into a domination and profit and loss
transfer agreement. 2 Freeze-outs are initiated by insiders, such as controlling

shareholders and management or existing shareholders with board seats cooperating

! De jure control refers to a situation where a shareholder holds the majority of voting rights (more than
50%) having decisive influence over the composition of the board of directors and significant corporate
decisions. However, modern corporations have a dispersed shareholder base composed of small
shareholders, which rarely attend shareholder meetings and typically abstain from voting on corporate
decisions. As a result, a shareholder can have effective control even without having a majority of the
voting shares. For instance, La Porta et al. argue that a shareholder with a 20% stake can exercise de
facto control. Rafael La Porta et al., Corporate Ownership Around the World, 54(2) Journal of Finance
471 (1999).

2 German law provides for three different squeeze-out procedures under the German Takeover Act, the
Corporation Act and the Transformation Act. The threshold for squeeze-outs under the German Takeover
Act or German Stock Corporation Act is set at 95% of shares. Squeeze-outs under the Transformation
Act have a 90% threshold. In case the bidder is not able to reach these thresholds, it will typically enter
into a domination and profit and loss transfer agreement if it manages to obtain 75% of shares.
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with an outside bidder.® The main characteristic of freeze-outs is that the insiders
initiating the transaction have an informational and timing advantage over the minority
shareholders of the target company. Atanasov, Black and Ciccotello have described
freeze-outs as a form of tunnelling where insiders can extract wealth from minority
shareholders by obtaining control of the firm for less than fair market value.*

The reliance on the share price as evidence of true value is based on the so-
called efficient capital market hypothesis, which suggests that security prices adjust
rapidly to new information. Indeed, studies have supported the efficient capital market
hypothesis in its semi-strong form documenting that markets are informationally
efficient incorporating, in addition to past prices, also all other publicly available
information. > Nevertheless, one should distinguish the concept of informational
efficiency from fundamental efficiency. Informational efficiency refers to the speed
with which security prices incorporate new information, while fundamental efficiency
refers to whether prices are correct, namely whether they reflect intrinsic value and
whether the market responds to new information accurately. © Numerous studies have
documented a wide range of phenomena, such as asset bubbles and market anomalies,
which are inconsistent with the theory of fundamental efficiency. For instance,
Kraakman shows that share prices often discount expected cashflows from corporate
assets arguing that these discounts are a major motive behind acquisitions and a major

source of takeover gains for the acquirer.” Scholars have offered different explanations

3 This is commonly done through consortium structures where the bidder allows an existing shareholder
with access to non-public information about the target to re-invest its shares in the bidding vehicle at
undisclosed terms pursuant to a shareholder and investment agreement.

* Vladimir Atanasov, Bernand Black and Ciccottello, Law and Tunneling, 37 Journal of Corporation
Law 1 (2011).

> See Eugene F. Fama, Efficient Capital Markets: A Review of Theory and Empirical Work, 25(2) The
Journal of Finance 383 (1970). Economists distinguish three forms of market efficiency. Pursuant to the
weak form, market prices reflect the information contained in past prices. According to the semi-strong
form, market prices, in addition to past prices, also reflect all other published information. Finally, in its
strongest form, the efficient market hypothesis states that prices reflect all information both public and
private.

® Lynn Stout, The Mechanisms of Market Inefficiency: An Introduction to New Finance, 28(4) Journal of
Corporation Law (2003).

7 Reiner Kraakman, Taking Discounts Seriously: The Implications of “Discounted” Share Prices As An
Acquisition Motive, 88(5) Columbia Law Review 891 (1998).
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for the divergence of prices from fundamental value. Behavioral research has shown
that investors exhibit behavioral biases, which may cause them to behave irrationally.?
Moreover, another strand of research has shown that arbitrage, namely professionally
informed trading by highly specialized investors, such as asset managers, is subject to
significant limits causing mispricings to persist.’

The draft standards correctly contain certain criteria that indicate that the
particular stock trades in an efficient market, such as liquidity, market coverage and
scope of reporting. It should be noted that the existence of an adequate free float should
also be taken into account when measuring liquidity. Ding et al. document that stock
with higher free float have a higher level of liquidity.'” Even though German listed
companies are required to comply with stringent minimum free float requirements,
these requirements can in practice be lowered significantly. For instance, a company
seeking a listing on the Regulated Market, namely the General Standard and Prime
Standard segments of the Frankfurt Stock Exchange, must have a free float of at least
25%. Nevertheless, this requirement can be lowered to as little as 10% in case of larger
issues. !

Moreover, the list could be further extended to include criteria that indicate the
presence of behavioral biases or so-called “animal spirits” among investors. For

instance, in their seminal work Wurgler and Baker create an investor sentiment index,

8 See Andrei Shleifer, Inefficient Markets: An Introduction to Behavioral Finance (2000), Nicholas
Barberis and Richard Thaler, A Survey of Behavioural Finance, NBER Research Paper.

% See Andrei Shleifer and Robert Vishny, The Limits of Arbitrage, The Journal of Finance (1997) &
Andrei Shleifer and Lawrence Summers, The Noise Trader Approach to Finance, 4(2) Journal of
Economic Perspectives 19 (1990). According to Gilson, trading by professionally informed investors
assures the market’s rapid assimilation of information into prices. See Ronald Gilson, The Mechanisms
of Market Efficiency, 70 Virginial Law Review 549 (1984).

19 Ding et al., Free Float and Market Liquidity Around the World, 38 Journal of Empirical Finance 236
(2016).

i Baker and McKenzie Cross-Border Listing Guide, available at
https://resourcehub.bakermckenzie.com/en/resources/cross-border-listings-guide/europe-middle-east--
africa/frankfurt-stock-exchange/topics/principal-listing-and-maintenance-requirements-and-
procedures#:~:text=There%20is%20n0%20specific%20minimum%?20number?%200f,the%20shares %2
Oare%20listed%20in%20those%20states.
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which shows how investor sentiment can be measured explicitly.!? The authors argue
that lower capitalization, growth companies, non-dividend paying and high volatility
firms are disproportionately sensitive to swings to investor sentiment.

As the draft standards highlight share prices do not reflect information that is
not publicly available. Empirical evidence and evaluations of the efficient capital
market hypothesis have focused on weak and semi-strong form efficiency. Insiders,
such as controlling shareholders with board seats and managers, have access to internal
information, such as medium and long-term corporate planning and financial forecasts,
that are not disclosed to the market and therefore not reflected in the share price.
Pursuant to Gilson and Gordon one of the ways through which insiders can extract
wealth from minority shareholders is via freeze-out transactions.!? An insider, such as
a controlling shareholder, or a bidder cooperating with an insider, such as situations
where board members and management are economically invested in the bidder or
where existing shareholders that have inside knowledge about the company are offered
to reinvest in the bidder’s vehicle, can exploit minority shareholders by launching a
takeover offer at a price below the company’s fundamental value and effecting a
squeeze-out or domination and profit and loss transfer agreement.

In these situations, information asymmetry between minority shareholders and
insiders, which are privy to inside information regarding the company’s current
business and prospects,'* features prominently. Empirical studies confirm that insiders
opportunistically time their bid in order to take over the company at a discounted price.
Having full control over the timing of the offer, they can exploit non-public information

available only to them and make the offer at a time when the market is undervaluing

12 Malcolm Baker and Jeffrey Wurgler, Investor Sentiment in the Stock Market, 21(2) Journal of
Economic Perspectives 129 (2007) & Malcolm Baker and Jeffrey Wurgler, Investor Sentiment and the
Cross-Section of Stock Returns 4 Journal of Finance 1645 (2006).

13 Ronald Gilson and Jeffrey Gordon, Controlling Controlling Shareholders, 152 University of
Pennsylvania Law Review 785 (2003).

14 See for instance Abdulateif Almulhim, Effects of Board Characteristics on Information Asymmetry:
Evidence from the Alternative Investment Market 9 Heliyon (2023), which documents that board
independence is negatively associated with information asymmetry.
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the company.!® In their study of German delistings, Pollman and Schwetzler show that
delisting offers, which follow takeover offers, are aimed at pressuring minority
shareholders to tender their shares.'® Most notably, the authors document that majority
shareholders, leveraging private information, initiate delistings when the target stock is
undervalued. In a related study Hartford et al. provide evidence that controlling
shareholders and management time freezeouts and management buyouts when the
target and their respective industry are undervalued by the market.!”

Moreover, insiders will have a decisive influence on the company’s board and
management controlling thus the flow of information to shareholders and gatekeepers,
such as investment banks providing fairness opinions regarding the bid price offered.
In particular, conflicted boards will seek to downplay financial forecasts of the target
and avoid disclosure of soft information, such as the development of new products or
business progress in particular sectors, in order to justify a lowball bid.'® For instance,
Mao and Renneboog document that managers participating in a management buyout
engage in downward earnings management prior to the buyout.!® In another case study
of the German cross-listed company Daimler-Chrysler Harris et al. show that
controlling shareholders used strict internal accounting standards and extraordinary
confidentiality in order to prevent the leakage of asymmetric information to minority

shareholders.2°

15 Paul Davies, The Transactional Scope of Takeover Law in Comparative Perspective, ECGI Law
Working Paper No. 313 (2016).

16 Philipp Pollmann and Bernhard Schwetzler, Stock Market Delistings and Company Undervaluation,
16 Corporate Finance 35 (2025) (Otto Schmidt).

17 Jarrad Hartford, Jared Stanfield and Feng Zhang, Do Insiders Time Management Buyouts and
Freezeouts to Buy Undervalued Targets?, 131(1) Journal of Financial Economics 2018

18 See Bill Shaw, ‘Resolving the Conflict of Interest in Management Buyouts’, 19 Hofstra L. Rev. 143
(1990), at 148..

1% Yaping Mao and Luc Renneboog, Do Managers Manipulate Earnings Prior to Management Buyouts,
35 Journal of Corporate Finance 43 (2015). See also Cristian Leuz, Dhananjay Nanda and Peter Wysocki,
Earnings Management and Investor Protection: An International Comparison, 69 Journal of Financial
Economics 505 (2003).

20 Frederick deB. Harris, Sherry Jarrell, Thomas Mclnish and Robert Wood, Minority Shareholder
Expropriation and Asymmetric Information Flows in a Global Registered Share: The Saga of Daimler
Chrysler, ECGI Finance Working Paper No 60, December 2004.
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The tender premium offered on top of the listed share price will rarely
compensate the minority shareholders. More specifically, insiders acting on their
informational and timing advantage can time the bid so that the bid price will be higher
than the listed share price but significantly lower than the company’s fundamental value
and even lower than a bidder would offer in an arms-length transaction. Dione, La Haye
and Bergeres document that information asymmetry between participants significantly
influences the takeover premium.?! Buyers privy to privileged information, that is
blockholders holding at least 5% of the target shares before the offer announcement,
pay a 70% lower takeover premium than buyers that do not possess privileged
information.

The IDW Standard highlights the negative consequences of information
asymmetry, which acts as a significant impediment to market efficiency and the
accurate formation of prices. As a result, the share price cannot be considered a
benchmark for true value when assessing the appropriateness of compensation for
shareholders under the Stock Corporation Act and Transformation Act. Moreover, the
draft Standard notes that the presence of a controlling shareholder may also negatively
affect the price formation process. It should be stressed that information asymmetry is
most dangerous when it is used by insiders, which are privy to non-public information,
in order to freeze-out minority shareholders.

As Akerlof has described information asymmetry exists in a transaction where
one party to the transaction poses information allowing it to more accurately value the
object of the transaction.?? Insiders, such as controlling shareholders or management,
have access to privileged information allowing them to accurately value the
corporation. Neither the market nor minority shareholders are able to assess the true
value of the corporation. Consequently, insiders can opportunistically use their

informational advantage in order to expropriate minority shareholders by launching a

2l Georges Dione, Melissa La Haye and Anne-Sophie Bergeres, Does Asymmetric Information Affect
the Premium in Mergers and Acquisitions, 48(3) Canadian Journal of Economics 819 (2015).

22 George Akerlof, The Market for Lemons: Quality Uncertainty and the Market Mechanism, 84(3)
Quarterly Journal of Economics 488.
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takeover offer and a subsequent squeeze-out or domination and profit and loss transfer
agreement at a time when the fundamental value of the company is higher than the
listed share price.?* The insiders’ conflict of interest is inherent in the freeze-out
transaction itself.?* Freeze-outs are a form of self-dealing with the insider standing on
both sides of the transaction and being able to decisively influence the outcome of the
freeze-out by virtue of its shareholding and/or its control of the board of directors. For
example, the presence of a controlling shareholder makes competing bids practically
impossible.

As a result, the circumstances in the Standard under which information
asymmetry is considered to exist could be extended to include situations where an
insider acting on its informational advantage seeks to acquire control of the target
company by launching a takeover bid and effecting a squeeze-out or domination and
profit and loss transfer agreement. The definition of insiders shall include (i) controlling
shareholders which exercise de jure or de facto control having the power to appoint
executives and directors, (ii) managers and/or board members participating in
management buyouts and managers and/or board members that are already
economically invested in the bidder or (iii) situations where a bidder, such as a private
equity fund, allows a key shareholder with access to privileged information to stay
invested, i.e. rollover their shares, in the bidder’s vehicle. The presence of an insider in
a freeze-out transaction shall serve as a clear indication of information asymmetry
because of access to inside information. This includes also former insiders, namely
persons that were insiders at any point during the period starting twelve (12) months
before the takeover bid. Under these circumstances, a red rating shall be assigned
leading to the exclusion of the share price as the measure of true value. Instead,
calculating the fair value according to IDW S1 can create a level playing field and

protect minority shareholders.

23 Guhan Subramanian, Fixing Freezeouts, 115(2) The Yale Law Journal 1, 31-32 (2005)
24 Andrea Vicari, Conflicts of Interest of Target Company’s Directors and Shareholders in Leveraged
Buy-Outs, 3 European Company and Financial Law Review 347, 352 (2007).
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Finally, it is important to emphasize that freezeout transactions, such as
squeeze-outs, are usually preceded by a public takeover offer. When a takeover offer
is announced, the stock price will typically react and increase to trade near the takeover
price. This reaction to the takeover announcement, is consistent with market efficiency.
However, after this point, the stock price no longer reflects the intrinsic value of the
company. Numerous studies have univocally documented that during the period when
the takeover offer is open, the stock price does not react to either firm-specific or
marketwide news and remains anchored at the takeover price. For instance, Buehlmaier
and Zechner document that following merger announcements stock prices underreact
to information in financial media with their findings suggesting that stock prices do not
reflect fundamental information regarding the real economy that is contained in
financial media.?’ Rather, the share price during the offer period reflects the market’s
assessment of the bidder’s ability to complete the proposed transaction.?® The price,
which trades close to the takeover offer price, is only influenced by factors such as
shareholder resistance to the proposed deal, the possibility that the transaction will be
blocked by competition authorities and the availability of financing. Consequently, in
case of a squeeze-out following a public takeover offer, the share price, which is
artificially distorted by the takeover bid, is an unreliable indicator of fair value.

It is crucial to highlight that the fact that the share price is anchored at the
takeover offer price during the takeover offer is not an indication that the takeover offer
reflects the fundamental value of the company when a controlling shareholder is
involved. Taking into account that competing bids at a higher price are not possible in
the presence of a controlling shareholder launching a takeover bid, the offer price acts
a ceiling to the listed share price. In a free bidding process where alternative bids are
possible, the share price can trade at a premium to the offer price based on expectations

of a higher bid. Betton and Eckbo have shown that greater bidder toeholds, namely

25 Matthias M. M. Buehlmaier and Josef Zechner, Financial Media, Price Discovery, Merger Arbitrage,
Review of Finance, 2021 997.

26 Alex Pena and Brian JM Quinn, Appraisal Confucsion: The Intended and Unintended Consequences
of Delaware’s Nascent Pristine Deal Process Standard, 103(2) Marquette Law Review 457 (2019).
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larger ownership of the bidder prior to the launch of the bid, are associated with lower
takeover premiums and lower probability of a competing bid emerging that might cause
a price discovery of the fair value of the company.?’” Consequently, setting the
subsequent squeeze-out price at the listed share price, which will trade close to the
takeover price, results in wealth expropriation from minority shareholders.

Overall, academic researchers, judges and policymakers in international
jurisdictions have become increasingly sceptical of using the share price as a measure
of the true value of a corporation, especially in situations where information asymmetry
is prevalent. As a result, the German approach to corporate valuation based on the IDW
S1 standard ensures a higher level of minority shareholder protection in the context of

extraordinary corporate transactions.
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27 Sandra Betton & B. Espen Eckbo, Toeholds, Bid Jumps, and Expected Payoffs in Takeovers, 13(4)
The Review of Financial Studies 841 (2000).
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